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The American Institute of Certified Public

Accountants is the national professional association of
certified public accountants with more than 70,000 members

throughout the United States.
The Institute sets auditing standards which

must be adhered to by its members in examining financial
statements, and it establishes accounting principles

which are followed in financial statements reported on
by its members.

The Accounting Principles Board is the body

within the Institute which sets accounting principles by
issuance of formal Opinions.

This is a deliberative

body, composed of eighteen certified public accountants,
most of them in public practice and others who are

industrial executives and members of accounting faculties
in universities.

Issuance of an Opinion calls for the

affirmative vote of at least two-thirds of the members

of the Board.
For the protection of the investing public,

Congress passed the Securities Act of 1933, and then the
Securities Exchange Act of 1934 which created the Securities
and Exchange Commission as an independent agency of

Government.
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The SEC was empowered to prescribe accounting

rules, but the Commission made it known that it expected
the accounting profession to assume the major part of this
task.

The profession has been diligent in meeting this

responsibility.
In 1938 the Institute formed a Committee on
Accounting Procedure to "narrow the areas of difference

in corporate reporting” by gradually eliminating less

desirable practices.

Over a period of 20 years, 51

Accounting Research Bulletins were issued, indicating

preferred treatments of various items and transactions.
Although these bulletins were advisory rather than binding,

they became highly influential.

They were supported by

the SEC and the stock exchanges and were observed by the
profession generally.
Despite progress during this 20 year period, a

feeling persisted, both within and outside the profession,

that there still were too many alternative accounting
principles applicable in similar circumstances, yet

regarded as ’’generally accepted.”
It was also recognized that changed business

conditions -- new forms of financing, new tax laws, and
the evolution of more complex corporate structures -outmoded some accounting principles and required the

development of new ones.
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The AICPA in 1959 therefore created a new body,
the Accounting Principles Board, to succeed the Committee

on Accounting Procedure and to carry on its work in a
broader and more intensive way.

A few years later the Council, the governing

body of AICPA, adopted two important recommendations:
(1) when a company audited by an Institute member uses

an accounting method other than that recommended by the
Board, the departure from the Board’s position is to be

disclosed in a footnote to the financial statements or

in the auditor’s report; and (2) variation in treatment
of accounting items generally should be confined to
those justified by substantial differences in factual

circumstances.

The Accounting Principles Board has thus far
issued fifteen Opinions and three Statements, and has a

full agenda of active projects.

One proposed opinion

recently exposed deals with accounting changes and another
deals with business combinations, which is a focus of your

interest in these hearings.

When the Accounting Principles Board has a topic
under consideration, it consults with representatives of

the groups most directly concerned.

The draft of a pro

posed Opinion is distributed widely — more than 50,000
copies in the case of the business combinations Opinion --
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and comment is invited.

In short, the process is a delib

erative one, in the tradition of democratic procedure.
In a recent statement before the Senate Subcom
mittee on Antitrust and Monopoly, Chairman Hamer Budge

of the Securities and Exchange Commission, noted that
"The Board’s procedures for drafting, exposing and adopting

opinions are similar to those for rulemaking required of
government agencies under the Administrative Procedures Act.”
The reliance on a professional group to meet the

responsibility of developing accounting standards is a

good example of the value placed in American society on
voluntary, self-regulatory efforts by private citizens.

As background for the Board’s deliberations, the
AICPA sponsors research studies by its Accounting Research

Division and others.

Among research projects currently

under way are studies on inventory pricing, depreciation
methods, and research and development expenditures.

The Merger Movement

As you gentlemen know, the merger movement is
not new to this country.

Mergers have been taking place

since the beginning of corporate businesses, but usually

they involved companies in the same line of business.
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With the development of the conglomerate type

of corporate structure, which occurred at an accelerated

pace in the early 1960s, companies engaged in widely
diversified businesses came together under single manage

ment control.

The process by which this was accomplished,

and the reporting of the results of these combinations,

accentuated a number of accounting problems.

Earnings Per Share
One of the problems involved the reporting of
earnings per share by conglomerates and other expansion-

minded companies which were issuing convertible bonds
and stocks, warrants, options and other dilutive securities

to effect their acquisitions.

The accounting profession

felt that potential dilution should be taken into consider
ation in computing and reporting earnings per share to

present stockholders and potential stockholders.
The Accounting Principles Board first acted on

this in 1966 with Opinion 9, Reporting the Results of
Operations.

This Opinion recommended that earnings per

share be shown on the income statement so that it would
be subject to the surveillance of the independent auditor.

The Opinion also recommended that companies subject to

potential dilution of earnings attributable to common
stock give two earnings per share figures - one a primary
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earnings per share and the other a fully diluted figure.

The latter would show what the earnings would be if all
convertible securities and other contingent issues were to

be exchanged for common stock.

Some companies adopted these recommendations
at once, but it soon became apparent that a further

tightening of standards was required.
As a result, the Board issued Opinion 15 in 1969

dealing specifically with earnings per share.

The new

Opinion changed what was previously a recommendation into
a virtual requirement that earnings per share be reported

on the income statement.

Now if a company does not so

report, the auditor will be obliged to disclose that the

omission is a departure from a pronouncement of the Accounting

Principles Board.

Opinion 15 also tightened and clarified computa
tions of earnings per share and called for primary and
fully diluted earnings per share amounts to be presented

with equal prominence on the face of the income statement.

It further called for even the primary earnings per share

to give effect to the potential dilution inherent in
options, warrants and certain other convertible securities

and contingent issuances - all of which were designated as
common stock equivalents.

Previously the primary earnings

per share was nearly always based solely on the number of
common shares outstanding.
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Opinion 15 has resulted in improved reporting

by companies which issue such dilutive securities in the
course of their growth efforts.

Business Combinations and Goodwill

The accounting profession has felt concern about

other practices of some businesses in accounting for

mergers and acquisitions.

A major problem arises from

the fact that the cost of an acquired company is virtually
always different from the amount of its net assets on its
own accounting basis.

What to do with that difference

presents a complex accounting question.
In most acquisitions the buyer has to pay more
for a company than the historical cost of the company’s

assets.

This excess cost may represent a variety of things --

plant and equipment and other tangible assets which are
worth more than the seller’s recorded costs; trademarks,

processes and franchises which are carried by the seller

at little or no cost; and an unidentified intangible which,
for want of a better name, is called goodwill.

It might

be assumed that costs of an acquired business would be

fully reflected in the financial statements of the acquiring
company.

But today’s accounting methods permit some of

these costs to elude reporting.
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Present accounting permits the recording of an
acquisition as a purchase, a pooling of interests, or a

combination of the two.

Pooling of interests accounting

may be used only when a merger is made through the issuance

of voting stock.

On the other hand, purchase accounting

must be used when a company is acquired for cash, debt or
non-voting stock and may be used when a company is acquired

for voting stock.
In purchase accounting the acquired company’s

identifiable assets should be stated at current fair values,
not at the values carried on the books of the acquired

company.

Often, however, the amounts on the acquired

company’s books are simply carried over.

The excess of the

purchase price of the acquired company over the stated
amount of its net assets is designated as goodwill, which

may or may not be amortized against future income.

In

most instances, goodwill has not been amortized, because
managements normally like to avoid a charge against income
if such avoidance is permissable under generally accepted

accounting principles.

Goodwill amortization is especially

unpopular as it is not deductible for federal income tax
purposes.

In a pooling of interests, the book value of
the acquired company is simply added to the book value of

the buyer.

The amount paid in excess of book value is

not recognized as a cost.
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Skillful use of these optional methods can result

in what some have termed "instant earnings".

For example,

in a pooling it is considered proper to combine earnings

of the acquired and acquiring company for all past periods.
Hence, an acquirer having a low profit year can acquire a
profitable company near the end of the year and report

only the combined result — instant earnings.
Or, an acquiring company records, as its cost,
the historic cost of an asset which has a much higher

current value.

The asset may be land, a film library,

or a marketable security.

The acquiring company may then

sell the asset and add to its income the difference bet

ween the recorded cost and the price received, even though,
in fact, it paid the full fair value of the asset in the

merger transaction — another example of instant earnings.

The accounting profession is not alone in its

concern over these problems.

Financial analysts, credit

grantors, investors and government agencies have also

expressed their uneasiness.

Former SEC Chairman Manuel Cohen said in October

1968, repeating earlier assertions of a similar nature:
".

.

.there is an urgent need for a reexami

nation of the basic criteria established for
determining the applicability of purchase or
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pooling accounting in a combination.

These standards

have been seriously eroded over the years.

This

fact, along with the increased use of more complex

securities, and differing methods for dealing with
them, have brought distortions of the pooling con

cept beyond its original purpose."
Chairman Budge has also expressed concern over

the problem and indicated that the urgency of the situation
requires prompt solution.

The Accounting Principles Board has been involved
with the problem since the early 1960s.

In an effort

to explore fully all of its ramifications, the Board

authorized two comprehensive research studies.

One en

titled "A Critical Study of Accounting for Business Com

binations," was published in 1963 and another, entitled,
"Accounting for Goodwill," was published in 1968.

Following the latter publication, the Board
devoted the major portion of its time to the development

of a formal Opinion that would set new standards of ac
counting for business combinations.

The purpose of the

Opinion was to clarify and improve accounting for business

combinations and to eliminate the choice of alternative

accounting methods.

In developing this Opinion, the Board had the
benefit of consultation with representatives of other
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professional organizations which have an interest in the

subject.

These organizations included financial executives,

security analysts, commercial bankers, government regulators,
lawyers and university professors.

In February 1970, the Board distributed widely
a draft Opinion as a step toward issuance of a final Opinion.

The Board’s tentative conclusion calls for use
of both the pooling and purchase methods, but not as

optional alternatives.

Most business combinations would

be accounted for by the purchase method.

The pooling of

interests method would be retained on a restricted basis,

applying only to exchanges of common stock meeting specified

conditions.
If all conditions specified in the draft Opinion

were met, the pooling of interests method would be required.

Among the conditions for using the pooling of interests

method would be:
. .

.The voting common stock interest of each
combining company is at least one-third
that of each of the other parties to the

merger.
. . .The plan is carried out within one year and
effected by issuing common stock for sub

stantially all of the common stock interest

of another company.
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. . .A combining company which does not issue
the common stock to effect the combination

may pay only normal dividends and reacquire
only a normal number of shares of treasury
stock during the period that the plan of

combination is being consummated.

. . .The combination agreement does not provide

for (a) future issuance of additional shares

or payment of other consideration on the
basis of some event or other contingency
or (b) the direct or indirect retirement
or reacquisition in the future of shares

issued to effect the combination.
.

. .The surviving combined corporation does not
plan to dispose of a substantial part of

the assets of the formerly separate com
panies within two years.
Explicit conditions of this type should assure

fair and consistent application of the pooling of interests

method in the situations in which it is preferable to the
purchase method.
The proposed Opinion would require a company to

exclude business combinations effected by the pooling of
interests method after the date of the financial statements,

even though the combination is completed before a report is

issued.

Whenever completed, full disclosure of the combina

tion would be required.
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The Board’s proposals for accounting for the cost

of goodwill, which is recognized under the purchase method,
would require a systematic charge to income over its
estimated useful life, not to exceed 40 years.

The exposure period has ended and the Board

will meet from June 24 through 27 to consider revisions

and refinements which may be desirable as a result of

information obtained through the exposure process.

Accord

ing to present plans, the Board expects to approve a final

Opinion at that meeting which would be effective for
business combinations entered into after June 30, 1970.

Financial Information by Business Segments
Another aspect of financial reporting by conglomerate

companies involves the question of disclosure of profits

and sales by separate lines of business.

In 1967 the

Accounting Principles Board issued a Statement, rather than

an Opinion, urging that diversified companies disclose

voluntarily supplemental financial information as to industry
segments of the business.

The effect of this recommendation was noted in
a study of 600 companies, not all of which are multi-divi
sional, in which 93 companies disclosed profits by divisions

in 1968 compared with 21 in 1967.

The Board is now in the

process of developing a definitive Opinion on the need for,
and extent of, disclosure of supplemental financial infor
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mation by diversified companies.
The intent of the American Institute and its

Accounting Principles Board is to improve financial
accounting and reporting.

The Institute takes no position

for or against mergers — for or against an aggressor or
a target company in take over attempts.

Accounting

principles are intended to be set in a manner which will
result in the fair presentation of financial information

to the public.

It is respectfully requested that this statement

be made part of the subcommittee’s record of testimony.

